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In a time of rapid change, the banking industry is at 
the forefront in experiencing an acceleration of change 
that is affecting organization, scope of services, and meth-
ods of bank management. One of the most compelling 
factors leading to this revolution is a growing demand for 
the elimination and simplification of paper work neces-
sary to complete a business transaction. The adoption of 
M I C R (Magnetic Ink Character Recognition) by the 
banking industry represents a milestone in this trend 
toward more efficient ways of conducting business trans-
actions. 
This is only the beginning of the bank's role in this 
great movement. The banks must be involved in this 
movement simply because of their unique position in the 
community. On the one hand, banks handle the primary 
medium of communication between companies — the 
check. The volume of checks being processed is staggering 
— (about 1,250,000 items per day at one large New 
York bank) . In the long run this means of communica-
tion of financial transactions must be improved and 
new business conventions and laws must evolve in order 
to develop new methods of exchanging value acceptable 
to the business community. While this exchange function 
is vital in and of itself, it is also recognized that any other 
function which can be performed during the same han-
dling of this exchange, or during the creation of this 
information, provides a further opportunity for the 
elimination and simplification of paper work. 
The bank also has another unique relationship in that 
it often has access to and communication with both par-
ticipants in a business transaction. That is to say, for 
example, the banking industry is a servant both to you 
as an individual and to your retailer with whom you 
make many of your expenditures. Thereby it may be 
possible to clear all of your transactions with your retailer 
through your bank. Since the bank in order to process 
these transactions must go through certain steps which 
in turn a customer may also perform, it is in a position to 
assert that the duplication can only be eliminated if it 
alone performs these steps. This is significantly different 
from being a service bureau. A service bureau does not 
have these unique relationships or a position of trust 
within the community. 
At a time when this great technological trend is having 
its effect on banking, the banks are also experiencing a 
decline in demand deposits as a result of the efforts of 
corporate enterprise to keep its resources in some form 
of an earning asset. Instead of holding large bank bal-
ances, today's corporate treasurer invests in treasury bills 
or other short term governments. Time deposits are grow-
ing and the interest rates paid on them are at a long 
term high. A large segment of the potential banking 
business has been lost to the savings and loan associations, 
finance companies, credit unions, leasing companies, and 
other specialized financial institutions because of the 
failure of the banking industry to meet the needs served 
by these other institutions. 
In short, banking is caught up in a movement that is 
now changing and will continue for some time to change 
its customs and conventional ways of doing business; it is 
experiencing new and aggressive competition. It is caught 
in the profit squeeze, and to make things interesting, it is 
facing the possibility of audited financial statements by 
certified public accountants. Today there are action, 
dynamics, and excitement in banking. 
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A Unique Contribution by TRB&S 
Since our firm serves the banking industry, these great 
economic forces are of concern to us. It is this long 
term trend toward work simplification through transac-
tions being integrated by banking institutions that seems 
to affect us the most. The every day working reaction to 
this trend comes in the form of providing customer 
services. Prior to 1960, banks were entering the customer 
services field by offering account reconciliation, credit 
cards, lock box services, and even a few payroll applica-
tions. Except for the Bank of America, almost no bank, 
to our knowledge, provided these services voluntarily. 
It was about this time that the late Jesse M. Lynch,* 
of our firm, began to visualize customer services as more 
than something that a bank provided in order to sell 
some idle time on its computer or to satisfy the pressure 
from a given customer. In 1961 and 1962, under Mr. 
Lynch's direction, we conducted a survey of most of the 
major banks in the United States to document their ex-
perience with the individual customer services which had 
grown up almost on an accidental basis. The experience 
of these banks was coupled with the firm's knowledge of 
the retail industry, and a projection was made of what 
the inter-relationships between a bank and a retailer 
might be in 1970. Four things were clear from this work. 
1. Customer services can be a part of the technolog-
ical trend toward the elimination and simplifica-
tion of paper work. 
2. Banks can be the vehicle for this trend. They can 
perform services not as a typical data processing 
* Jesse M. Lynch left our firm in 1963 to join Security First 
National Bank in Los Angeles as vice-president — development 
and planning. After a short illness he died in September 1964. 
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bureau but perform services as an extended but 
integral part of traditional banking relationships. 
3. Success in developing customer services will, in 
the long run, determine the total success and 
profitability of the individual bank. 
4. The capabilities and the existence of computers 
are the key to this new era. 
Our views were shared by one of the largest banks in 
the country, and our firm participated in developing 
what was probably the first formal, long range planning 
strategy for determining, designing, marketing, and or-
ganizing for the future in customer services. No longer 
were customer services to be something that a bank of-
fered as a side line simply to please a customer. They be-
came an intricate part of banking services, a device for 
growth and improvement of competitive position, and a 
step forward in meeting the long term needs of the busi-
ness community. We can take pride in our contribution 
to this pioneering effort and our role in defining these 
fundamental forces affecting the banking industry. It is 
appropriate that here in the Q U A R T E R L Y , we give 
credit to the late Jesse M. Lynch, whose imagination, 
creativity and drive first directed us into this area. 
Planning for Customer Services 
Many people within the banking industry are arriving 
at opinions that are essentially in agreement with this 
proposition; many banks are now aggressively entering 
the customer services field. Only a few banks, however, 
are approaching the problem of customer services with 
the aid of formal planning. The need for formal plan-
ning, however, is becoming apparent. The decisions to 
add services, once made, are not easily retracted. The 
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bank must spend considerable time and effort in evalu-
ating and planning for entry into new areas of service in 
order to avoid costly long term mistakes. On the other 
hand lack of action may result in being left behind on 
the road of progress; poorly planned actions may cost the 
bank severely in both prestige and profits. 
A bank should be encouraged to analyze its customers 
and its community in order to determine the needs of its 
marketing area. In some cases, there are opportunities 
for the bank to increase its participation in the transac-
tions of an industry that may be predominant within its 
marketing area. It might be possible to take a specialized 
transaction within this industry, eliminate paper work, 
speed up the transaction, and as a result attract new cus-
tomers for the bank from that industry. Now is a time 
to evaluate the profitability of existing services to cus-
tomers; a time to develop costing techniques; a time to 
develop systems for the control of cost; a time to improve 
systems and procedures; and the time to evaluate the ef-
fectiveness of the organization structure of the bank to 
meet the needs of the future. 
In all cases any proposed new service needs to be re-
viewed in terms of its: 
if Expected volume 
*k Effect on the costs of the bank 
*k Effect on loans and deposits 
"k Potential profitability 
* Effect on the organization of the bank 
* Effect on the bank's competitive position 
Bankers make planning decisions every day: they make 
decisions to put money in governments, tighten up on 
mortgage money, expand installment loans, offer 4% 
certificates of deposit or decide to change the interest rate 
on time deposits. Planning cannot be avoided. Most 
banks, however, have avoided the searching, evaluating, 
and defining that is necessary to layout a formal plan for 
the development of services and the relation of these 
services to the attraction of deposits and allocation of 
resources. There are a few bankers who feel that the 
greatest potential for improvement in bank earnings is' 
through the deliberate effort to plan loans, services, and 
deposits and to develop specific programs for the achieve-
ment of these desired results. These ideas are not widely 
accepted, but they are being tried in a few banks at least 
on a limited scale. 
A substantial demand for people experienced in finan-
cial planning and control is developing in banking very 
quickly, and the aggressive banks in the country have at-
tracted many men from industry and public accounting. 
The need exists and is growing. Technology for making 
better decisions and planning in banks is available, and 
will come into use. These small rumblings of today are a 
portend of the future when it will be commonplace for 
bankers to have modern information systems, and mod-
ern planning and control systems. Bankers will be using 
these systems as a basis for making management decisions. 
The Cost of Services 
While the impact of customer services has caused some 
banks to think first of planning and organization, others 
are not yet quite aware of the broader aspects of the 
problem. But almost all banks are becoming keenly aware 
of the immediate need for knowing the costs of bank 
services. The need may arise in terms of the profitability 
of money orders or travelers checks. It may relate to spe-
cial checking accounts, types of trusts, or services per-
formed for correspondent banks. In any event, this need 
usually arises from some specific, day-to-day problem. 
Information for that problem either does not exist, does 
not seem reliable, or needs to be up-dated. 
We have not observed any bank that has a contin-
uous cost determination system equivalent to that which 
might be found in a manufacturing company. Very few 
banks have standards that can be translated into the cost 
of services. Therefore, almost all costing in banks is done 
on a special analysis basis. The bank which does some 
cost analysis work will typically prorate its semi-annual 
or annual revenues and expenses to various functions or 
departments. These prorations are sometimes made upon 
direct identification, but more often they are based upon 
floor space, number of personnel, or other such factors. 
Even if these assignments are made judiciously, the re-
sults are usually valid only under a particular set of cir-
cumstances. Many costs would change, for example, if the 
bank had a 20% increase in volume. Costs-in a bank are 
also affected by the loan and deposit structure of the 
bank. A change in the structure would also change the 
costs that the bank may have used in determining the 
cost of various functions or services. Common costs and 
joint costs are the rule in banking. The interrelationships 
between deposits and loans are complex. 
In our opinion, the costing problems of banks rank 
among the most complex of any industry. A recent proj-
ect with a bank demonstrates this point rather dramati-
cally. This bank has a large installment loan department. 
Most of the loans serviced by this department, however, 
are in a classification called indirect automobile loans. 
These are loans that are actually made by automobile 
dealers .under their own names or the names of their own 
captive finance companies. This bank buys this paper 
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from these dealers, usually with recourse, and at a rate 
that is somewhat lower than that shown on the face of the 
paper. The bank processes the monthly payments and 
provides auditing and credit and collection services. 
As has been done in many banks, the installment loan 
function had been singled out for profitability analysis, 
and a functional profit and loss statement was prepared 
annually. This bank had an opportunity to buy the paper 
of a very large automobile dealer in their community. 
The functional profit and loss statement indicated that 
installment loans were profitable. To make this decision, 
the bank required information as to the profitability of 
this particular type of installment loan. The functional 
statement in no way could be interpreted to mean that an 
increase in volume or a change in the mix would be 
equally profitable to those loans in the installment loan 
department at the last time an analysis of profit was 
made. The decision, therefore, required a new set of 
numbers that would adequately reflect the profitability of 
this specific kind of loan and adequately reflect the effect 
of a change in mix and a change in volume on the oper-
ating costs and revenues of that department. 
In doing this more detailed analysis, it became obvious 
that indirect dealer loans was not a meaningful descrip-
tion or classification to use in making this decision. 
Within this function, profitability had to be measured 
in terms of expected yields and expected time periods of 
individual loans. In arrangements such as this, the bank 
also withholds a certain reserve from the proceeds of 
these loans to serve as a cushion for bad debt losses. The 
rate of deduction for this reserve is, in effect, a pricing 
decision. Since the reserve balances represent deposits, the 
bank is provided with a source of funds for investment 
(cash flow is of no consequence). The value of these 
deposits had to be considered in evaluating the profit-
ability of this business. A systems study was required in 
order to differentiate between the service requirements 
on these indirect loans as compared to other installment 
loans. The end result was not a single figure for the 
profitability of this category of loans, but a matrix which 
could be used to evaluate the potential profitability of 
this individual dealer. Thus, this particular arrange-
ment was set up in a manner that would be reasonable 
to the dealer and, at the same time, profitable to the 
bank. Other existing arrangements were reviewed by this 
same method and negotiations were made with a number 
of dealers to bring them into a profitable category. 
As a part of this study, it was recognized that some 
elements of cost within the installment loan department 
were affected by the activity or volume of a particular 
service while other costs were incurred because of a par-
ticular service but not related to the volume of that 
service. Other costs were simply related to the install-
ment loan business in total but not necessarily to any one 
of its segments. These facts are a commonly accepted 
basis for product profitability analysis in Profitability 
Accounting, but these were unique and new ideas in 
bank cost analysis. 
Cost Control and the Profit Squeeze 
Each of us react to a situation somewhat differently and 
the same is true in banks. For some banks their paramount 
interest falls not in the area of planning, or in the area 
of determining the unit cost of services, but falls in the 
area of cost control and cost reduction. The cost control 
problem in banks can be thought of in three categories. 
1. The level of cost in a bank relates to the kinds 
of services it chooses to render and the kinds of 
deposits it seeks to attract. If the bank decides to 
be in installment loans, to offer lock box service, 
or to issue certificates of deposit, this decision auto-
matically affects cost. Each of these key decisions 
has its price. Therefore, everything we have 
talked about under customer services could be 
considered to be one approach to cost control. 
One way to control cost is to carefully evaluate 
the addition of new services and to eliminate un-
profitable services or other sources of business. 
2. After a bank offers a service, the next major de-
terminates of cost are the systems, procedures, 
equipment and other facilities used by the bank 
in performing its chosen functions. These are 
areas of decision that affect the bank over a 
period of years. A bank will never be able to 
perform any better than the limits imposed upon 
it by the tools with which it chooses to work. 
3. Within the framework of the services and the 
systems for performing these services, there is an 
obvious need to control salaries and expenses. 
This is a control of performance and productivity. 
The best control of cost is through good planning, and 
that we have discussed to some extent. In order to con-
trol the second determinate of cost, every decision to buy 
equipment or to change systems and procedures should 
be given a thorough technical and economic review. A 
bank should have a formal procedure to ascertain that 
this review is done. Banks should do return on investment 
analysis just as we propose in Profitability Accounting 
for a manufacturing company. Capital budgeting, there-
fore, should be an important part of cost control in a 
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bank. This kind of control can be obtained with a mini-
mum of systems and procedures effort. 
Integrated variable budgets based on work measure-
ment have proven to be ideally suited to the control of 
salaries and expenses in banking institutions. C O M P is a 
system of variable budgeting based upon work measure-
ment standards which provides information for schedul-
ing and also provides unit cost information on operations 
and functions. When C O M P was developed, it appeared 
that it should be particularly useful to companies with 
large clerical workloads. Banks are obviously in this 
category. Before recommending this program on a broad 
scale to banks, several pilot studies were undertaken to 
determine the operating feasibility of C O M P in banks 
and to be certain that it met the needs of bank manage-
ment. These pilot tests were evaluated in terms of five 
objectives: 
1. Would this form of Profitability Accounting 
enable banks to determine the cost of functions 
and services on a current and accessible basis. 
2. Would it provide a tool for staffing and sched-
uling. 
3. Would it provide a useful tool for cost control. 
4. Would it provide a reliable measure of perform-
ance. 
5. Would it aid in the reduction of cost through 
improvements in systems. 
On the basis of these pilot studies, it was concluded 
that the system would provide a means for determining 
on a routine, but specific analysis basis, the cost of various 
classifications of loans, deposits, and customer services. 
In the future, the system would provide the information 
required to determine the profitability of loans, deposits, 
and customer services offered by the bank or any of its 
departments and branches on a continuing, as opposed 
to a specific analysis, basis. Likewise, the data could be 
used to evaluate the profitability of any planned level or 
mix of loans, deposits, and customer services. 
When installed the system would also provide the cost 
information required to charge branches and depart-
ments on a sound economic basis for the services per-
formed by computer centers and other service depart-
ments. 
It was the experience in the pilot studies that super-
visors using good standards significantly reduced the cost 
of getting work done through better scheduling without 
sacrifice of deadlines. The variable budget idea did pro-
vide reliable measures of performance, provided reason-
able goals, and stimulated performance. 
As was true in manufacturing companies, it was found 
that the work necessary to establish variable budgets and 
work measurement standards provided an independent 
and coordinated review of systems that produced recom-
mendations for improvements in systems and procedures 
resulting in reduced costs. 
How to Succeed in the Revolution 
The forces compelling banks in a direction of change 
represent dynamic forces in the economy. Even if you 
are not impressed with the significance of these forces as 
they have been described in this article, you must be 
impressed with the rapidity with which change is taking 
place in our economy. There are many ways in which a 
bank may prepare itself for these changes which are 
bound to take place in the immediate future. The banks 
which are most likely to succeed in this era of change are 
those whose top management becomes involved with the 
problem today. We would recommend a six step ap-
proach : 
1. Evaluate the concepts of management planning 
and control. What is it, how does it work and 
how will it affect the way in which the bank is 
managed? 
2. Start some formal profit planning even without 
complete knowledge of costs, forecasts or respon-
sibility. 
3. Establish a program for expanding management 
planning and control. Coordinate this plan with 
plans and priorities in electronic data processing. 
Refine formal plans and definition of responsi-
bility as steps of the planning and control pro-
gram are completed. 
4. Establish formal control over expenditures for 
systems equipment and facilities. Refine as sub-
sequent steps are completed. 
5. Define responsibility and develop an effective 
system of reporting historical information by 
responsibility. Challenge existing organization 
structures in light of the computer and customer 
services. 
6. Start budgeting costs and begin longer term pro-
gram of building variable budgets based on work 
measurement. 
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